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REINING IN THE FED’S FAILED AUTHORITY

The Federal Reserve (Fed) has incurred income losses since 2022 as interest owed on bank reserves mount, and it
continues to cover up the losses through deceptive accounting practices. In doing so it undermines one of its core
responsibilities to promote stability in the financial system. Congress can help restore confidence in the Fed’s
ability to credibly conduct sound monetary policy to support long-run economic growth in our nation by reining
in the authority of the Fed and prohibit any funding transfers to separate government agencies that subvert
Congressional appropriations.

BACKGROUND

e Fed’s balance sheet has increased over 9-fold since 2008
» The Fed’s balance sheet has grown substantially over the past decade and a half, reaching a peak level in
April 2022 at $8.965 trillion.! This is 930 percent above the level in February 2008 prior to the collapse of
several non-bank financial institutions that were insolvent due to holdings of distressed mortgage-backed
securities.? The Fed’s balance sheet as of May 3, 2023 totaled $8.504 trillion,® comprised of $5.223 trillion
in holdings of U.S. Treasury Securities (Treasuries)* and $2.576 trillion in mortgage-backed securities
(MBS).®
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» The substantial growth in the Fed’s balance sheet since 2008 is largely a result of Congress giving it broad
discretion to amend its operating structure that provides member banks a risk-free option to earn interest on
reserves.’ This “floor system” has put strain on the Fed because of the increasing interest payments it must
make on these reserves in a rising rate environment needed to combat inflation.2 The Fed’s change in 2008
to implement a “floor system” and pay interest on reserves impedes the interbank lending in the federal
funds market that provides a viable incentive mechanism for banks to monitor counterparty bank
soundness,® and has led the Fed to grow its balance sheet through increases in excess bank reserves.°

» The Fed’s challenges in conducting responsible monetary policy in large part stem from the expanded
scope of discretion and control in carrying out its triple mandate,!! leading to moral hazard concerns given
its expanded footprint over economic activity, influencing profits and losses of specific enterprises,
favoring government over private investment, and transferring financial risks to taxpayers. 1213

e Fed suffers historic income losses as interest payments on reserves mount
» The Federal Reserve faces new ground as it is financially insolvent for the first time in its 108-year
history.'*'® The Fed’s embedded losses in its investment securities totaled more than $1.2 trillion at year
end 2022,® which reflect unrealized losses on the estimated mark-to-market value of its holdings on
balance sheet.!’
> The Fed has incurred net income losses and it is now in the red,® and these ongoing income losses will
soon total more than its stated equity capital of $42 billion.*°

= The Fed’s net income losses over the past year are largely a consequence from the mismatching in
interest rates between its assets and liabilities.?

» Asof May 3, 2023, earnings remittances due to the Treasury had decreased $54.472 billion, with the
suspension of remittance payments extending back to the week of September 7, 2022. The decline in
interest income at the Federal Reserve could last several years.?!??

» The Fed’s real equity capital deficit will worsen as operating losses persist, even though it can
maintain its reporting of a positive equity capital position by using an accounting procedure that
allows the bank to record accumulated losses as a deferred asset on its balance sheet.??
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The Fed has determined that it can use accounting gimmicks to hide losses as deferred assets on its

balance sheet, which reflects an amount totaling the shortfall between earnings and expenses and an

amount that will be repaid through future earnings without interest owed,? effectively monetizing any

current financial balance sheet insolvency. While the Federal Reserve determined on its own to use the

deferred asset accounting procedure to deal with bank losses, it is inconsistent with the statutory

requirement under the Federal Reserve Act that Federal Reserve member banks be assessed to cover

operating losses.?® Congress did not authorize the uses of accounting procedures to record actual losses as

positive capital and surplus position in member bank balance sheets, in effect creating the illusion of

capital cushions.?’

= The Fed treats one of its balance sheet liabilities differently and distinct from others: the accounting
related to earnings remittances due to the Treasury. More than a decade ago, the Fed started using an
accounting gimmick that recorded net income losses as a deferred asset on its balance sheet that
reflects a decrease of future liability owed to the Treasury. In a 2011 Fed Statistical Release, the
Federal Reserve Bank of New York recorded a deferred asset for the week of November 3, 2011.
Until the past year, however, the Federal Reserve has not recorded a deferred asset of any significant
size as it had never been the case that the Federal Reserve needed to suspend remittances to the
Treasury.?®
= The Fed is required to remit excess earnings to the Treasury among its net income (earnings) to the

Treasury, income after expenses and dividends and allowing for surplus to be equated to capital paid
in. Since September 2022, the Federal Reserve had a net negative consolidated income and
suspended earnings remittances due the Treasury,?® recording these shortfalls as deferred assets and
representing future Fed liabilities (payments owed the Treasury at a later date).>® See Figure 2.

s financial losses add to our nation’s fiscal pressures
While the Federal Reserve does not incur all of the same risks faced of commercial banks (i.e., the Fed
does not have to consider customer depository “flight” risks since it is the nation’s bank of first/last
resort®!), many are in concept the same portfolio risk such as losses stemming from liquidity risks, with
any actualized losses absorbed by taxpayers.3?
When Congress authorized the establishment of the Federal Reserve system, district banks were
restricted in its asset holdings and member bank reserves did not pay interest.>® Today, the opposite
situation occurs as member banks earn interest income by putting reserves at the Fed, a contributing
factor for the net income shortfall.
When properly considered, losses incurred by the Federal Reserve increase the deficit and any sustained
losses incurred by the Fed would be repaid by future taxes.
= Any net income shortfalls incurred by Fed banks implicitly add to the federal deficit and marginally
increase the borrowing needs of the federal government, since the central bank has elected to
suspend remittances that would otherwise be paid to the Treasury from earnings, which the Fed will
not resume until deferred assets on its balance sheet return to zero.%
= Thus, while the Federal Reserve can be balance sheet insolvent—its current financial status—federal
taxpayers ultimately back any losses, with suspended remittance payments effectively contributing
to growing fiscal deficits. The Fed also can print more money (create new reserves) to pay interest
owed on outstanding reserves.®

Fed’s funding transfers to CFPB subvert Congressional appropriations

The Federal Reserve has funded operating expenses of the CFPB through annual transfers, with total
requested transfers totaling $641.5 million, $92.5 million less than the $734 million annual transfer cap
for fiscal year 2022. As specified in the Dodd-Frank Act, annual transfers may not exceed an amount
equal to 12 percent of the Federal Reserve System’s total 2009 operating expenses, which is an amount
adjusted annually based on the percentage increase in the employment cost index for total compensation
for state and local government workers.®® The 2010 Dodd-Frank Act, which authorized the establishment
of the independent regulatory agency, provided the CFPB a funding mechanism through Federal Reserve
transfers, funding that is not subject to annual Congressional appropriations.®’

The CFPB funding mechanism is problematic for numerous reasons. The Federal Reserve does not
currently generate net positive earnings to cover its own operating expenses and any transfer funding.®



Further, the constitutionality of the transfer funding carried out by the Fed to cover CFPB operating
expenses was challenged in a U.S. Fifth Circuit Court decision that ruled it subverts the Congressional
Appropriations process by violating the Appropriations Clause.*® The U.S. Court of Appeals for the
Second Circuit has since ruled the funding structure does not violate the Appropriations Clause.*°

POLICY SOLUTIONS

e Congress should pass the Federal Reserve Loss Transparency Act*! that would prohibit any transfers to the
CFPB during any quarter that Federal Reserve banks incur operating losses.

e Congress should pass legislation such as the CFPB Transparency and Accountability Reform Act*?“3 that
amends the Consumer Financial Protection Act of 2010 and ensure the CFPB is subject to the regular
appropriations process.

e Congress should repeal Title | of the Dodd-Frank Act that authorized a financial stability mandate for the
Federal Reserve. In doing so, Congress should require that the Federal Reserve adhere to the 2006 Financial
Services Regulatory Relief Act** that would cap the rate of interest that the Fed pays on reserve balances not
to exceed “the general level of short-term interest rates.”*®
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